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Thelending ladder

THE LAST DECADE WITNESSED an exponential growth of
microfinanceingtitutions (MF s) that have made credit
availableto millionsof poor entrepreneursin developing
countries. Nonethe ess, the* microfinancerevolution”
largely bypassed therural poor’sagricultural activities.
With the disappearance of subsidized lending to agricul-
ture and the reach of microfinance mainly confinedto
urban areas and nonfarm activities, lack of rural finance
for agricultureremainsamajor gap inthe provision of
financia servicesto smalholders.

Formal lenders, such as state and private banks and
credit unions, can offer competitiverates; yet, in most
cases, therura smallholder requiresaloantoo small to
attract formal lenders, based on the associated risk and
expected returns of the agricultural endeavor. Local
moneylendersmay be amore accessi ble source of small
loans, but theinterest rates often are prohibitive, and the
termsarenot conduciveto agricultural activities. MFls
can offer amiddleground: potentially lower interest rates
than amoneylender whilealso providing aneasier first
step up thelending ladder for smallholderswhoinitialy
wish to borrow small amountsbefore entering into future
contractswith formal lenders.

Progression up thelending ladder, however, requiresan
open environment of credit information. Without informa-
tion about borrower historiesbeing shared, borrowers
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cannot benefit from competition, nor can lendersmake
decisonsabout whoisagoodrisk. Severd LatinAmerican
countrieshave varying experienceswith credit-reporting
bureausand therefore serve asanatural laboratory for
researching waysinwhich theseingtitutionsimpact the
ability of smallholdersto accesscredit from avariety of
lenders, especially for agricultural activities.

Thanksto the microfinancerevolution, amassive, often
subsidized pool of information about borrower quality has
been generated over the past decade that the private
market would not have been ableto afford. Theincentives
of theMFIsto divulgethisinformation, however, have not
alwaysbeen digned with theinterests of the poor. Itis
hypothesized that theformal financid sector, given
reliableinformation about poor borrowers credit histories,
would beinterested to lend to the best among them.

Theproject “ Credit-reporting Bureaus and the Deepen-
ing of Financia Servicesfor theRural Poor inLatin
America,” funded by BASIS CRSP, invegtigatesthe
nature of credit-reporting mechanismsand how they have
thepotential to drivetheresultant agricultural credit
markets. Through careful analysis, the project can help
guidebest practicesinthelega and regulatory formula
tion of credit-reporting systems, antici pate how they will
transform accessto credit for different classes of
borrowers, and how they affect competition among rural
credit providers.



Powerful, affordable policy toolstoimprovelending
laddersinrural areasarein short supply. Therefore, the
funding agenciesand policymakersthat supported the
generation of thepool of borrower information may need
totakeactionin order to guaranteeitsefficient use.

Bridging the collateral-risk dilemma

Rural poverty often seemsmoreintractablethanitsurban
counterpart. Yet, many smallholdersholdtitleto the soil
under their feet, endowing them with aval uabl e asset that
could beused ascollateral. Leveraging one'slandinto
productive capital, however, can betoo risky for therura
borrower. Whilethe average expected return on an
agricultural investment potentially allowsafarmer to
borrow profitably, smallholdersmay quite reasonably
reject alending contract from aformal institution because
of themany risksbeyond their control that could lead to
forfeitureof their land.

Intheagricultural sector, therefore, credit decisions
among the poor areinextricably linked with theissue of
insurance againgt risk. Making credit moreattractive (and
lessrisky) tofarmerswould requirelowering thethresh-
oldlevel of collateral required to securetheloan. Without
accessto other formsof collateral, however, lowering the
level of collateral provided to securetheloanincreases
thepotentia for problemsof mora hazard and adverse
sdlectionfor thelendingingtitution. Therefore, theformal
lending sector primarily relieson collateral to avoid these
problems, or avoidstheagricultural sector altogether.

MFIssolvethemoral hazard problem moreeasily than
do commercia banksby working closdly with communi-
ties. Through their most common arrangements, MFIs
alow their membersto makejoint-ligbility insurance
decisions, sincethey possessgood information about
other potential borrowerswithin thegroup. Thoughthe
small, short-termloans provided by MFlsgenerdly do not
meet the needs of the farming community, they can be
used by rurd borrowersfor nonfarm activitieswhilethey
build asolid reputation. When borrowersare ableto
signal their creditworthinessand lendershaveclear
accessto thisinformation, then rural householdscan
leverage agricultural investment credit at an acceptable
risk to themselvesand lenderscan minimizerisk by
contracting withindividua swith proven credit histories
and offering them limited liability insurance onloans. By
capitalizing on agood credit history, poor farmerscould
thussecurelonger-term, larger, and moreindividualized
loanswithout jeopardizing their landhol dings.

Why information matters

Therearethreelevelsof information sharing between
institutions: No information sharing, whereonly socia
collateral can enforce repayment; default sharing,
wherelenderscanidentify only those borrowerstowhom
it might berisky tolend; and, full information sharing,
whereacredit-reporting bureau can provideinformation
on borrowers' repayment historiesand current debt
exposure. Inthislatter case, the best borrowers can be
separated from therest, and lenders can identify to whom
they shouldfirst offer contractswith moreinsurance.

Yet, without theingtitutional infrastructurefor full
information sharing of thetypethat existsin devel oped
economiesandisrapidly emergingin many developing
countries, therel ationshi p between aborrower and an
MPFI remains secret, so that aborrower with astrong
credit record isunableto publicly signal hisor her
creditworthinessto the market asawhole. Thus, the
chanceto benefit from competition among potential
lendersislost. Without the opportunity to observe

If borrowers are to climb the lending
ladder to the more formal financial
institutions, they must escape credit
relationships that remain strictly private

repeated loans successfully repaid, alender cannot infer
client quality or beinapositionto offer loanswith more
insurance. If borrowersareto climb thelending ladder to
themoreformal financia institutions, they must escape
credit relationshipsthat remain strictly private.

The early expectation of the microfinance movement
wasthat successful clientswould*“ graduate’ totheformal
sector. Naturally, though, MFIstend to bereluctant to let
go of their better clients. Thishasproved true even for
lenderswith socid (rather than profit-driven) motives, as
their best clientsare asource of revenuethat could be
used to subsidize other, often poorer, clients. Thus, keeping
information about good borrowerssecretisasurviva
strategy for MFIsthat can prevent the best borrowers
among the poor from climbing thelending ladder.

A systemof “internal graduation” hasevolvedin most
major MFIswhereby the best clientsare offered access
tomoreindividualizedloans, usually at lower interest
ratesbut till withinthe origina ingtitution. Sincethereis
no reason to believethat an MFI isbetter at offering
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individudized loansthan abank, some MFIsmust be
leveraging their information advantagein order to identify
and retain the best clients. Without information sharing,
thisupward diversification of lending technol ogiesmight
continueindefinitely, pushedin particular by theincreas-
ing competition among MFlsthat isespecialy prevalent
inLatinAmerica

Shouldformal lendershave accessto information about
households' time preferences (derived fromtheir MFI
borrowing histories), then they might be ableto offer
them loans, even if these clientsdo not have dternative
sourcesof liquidity to protect the collaterd (farmland).
Thisislikely to havethe greatest impact in semi-rural
areaswhere households control farmland but also are
engaged in extensive sidelineand off-farm activitiesthat
madethem good clientsfor MFI loans. Additionaly, it
might also spur morelending totherural poor for their
agricultura activities. Consequently, availability of such
crucia information would seemto be onekey to unlock-

ing rural poverty.

Understanding credit bureaus

If creditinthe agricultural sector lagsbehind creditin
urban areasduein large part to alack of borrower
information, thenit would be beneficial to discover how
credit bureaus might causeinformationto flow more
freely and help extend sustainabl e credit marketsinto
rural areas. Credit bureausallow formal and informal
lendersto observeborrower quality and so create
competition whereformerly borrowers had been subject
to“informational capture’ by their origina lender. Because
credit historiesallow for detailed eva uation of individua
attributes, they may facilitate extending insuranceto
borrowerswho would otherwise be unknown risks.

A natural experiment hasbeen created by different
policy responsesin several Latin American countries. In
some countries, such asNicaragua, very littleclient
information isshared onaformal level despiteflourishing
MFI competition. In contrast, El Salvador hasdevel oped
the Info-Red system, which isamodern, computerized
full information sharing credit-reporting bureau. Peru and
Guatema apresent interesting intermediate cases. In
order to determinetheimpact credit bureaus and full
information sharing have on accessto credit for rural
househol ds, competition among MFls, and graduation of
borrowersto theforma financia sector, thisproject will
analyze three complementary types of datasources: an
internet censusof credit bureaus, administrative data
from cooperating MFls, and an entry survey among
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formal lendersto agriculture. Hypothesesaround the
following questionswill beanalyzed:

 Docredit bureausimprovethetransfer of borrowers
fromthe MFI sector to theformal agricultural lending
sector?If s0, through which channel s?

» What impact do different credit reporting regimeshave
ondifferent kindsof borrowers?

» How doestheimpact of credit bureausvary withthe
characterigtics of thelocal region or of thelender?

* What determinesthe processthat matchescertain
types of borrowerswith specific lenders?

» What arethe strategic and legal barrierstointroducing
credit bureaus?

Identifying policy tools

Theinternal accounting datacollected by MFIsand
formal agricultural lenders present arich source of
information with which to examinethe effects of credit
sharing systems. Theseaccountsrepresent afull indi-
vidual panel, and sothey allow for adetailed, time-series
analysisof theimpact of national-level reforms. Because

BASIS researchers can examine the
effects of shifts in information sharing
in a variety of contexts

the accountsdata project back for thelifeof theinstitu-
tion, in general, BASI Sresearcherscan examinethe
effectsof shiftsininformation sharingin avariety of
contexts. Regional data, aswell, areimportantin giving
usbasicinformation on shiftsinthelocal context.

Thisproject examineswhether credit bureausin fact
canimprovethetransmission of clientsfromthe MFI to
theformal sector, and whether thelevel of debt resched-
uling or other insurance mechanismsincreaseswhen
thereisfull information sharing. We hopeto clarify the
processthat matches borrowers of acertaintypewith a
givenkind of lender, aswell asto understand the types of
borrowerswho are assisted by the emergence of credit
reporting. In abroader sense—with an eyeto guiding
best practicesintailoring credit bureausto local condi-
tions—the project seeksto discover the barriersto
introducing credit bureausfor full information sharing.

Thereare strong reasonsto think that information
sharing may not emerge spontaneoudy asan equilibrium
contract between MFIs, and so the political process
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required to engender them needsto be
studied. We cannot speak with clarity about
the“lending ladder” that elevatestherural
poor towardsincreased profitability until we
have afirm understanding of wherethe
rungsare, which clientsare offered aladder,
and who wantsto makethe climb.

Thispolicy-oriented project includestraining
for policy analystsand dialoguewith policy-
makers. Overal, the project expectsto help
resolveamajor remaining frontierin using
financid servicesasaningrument for poverty
reduction: providing accesstoloansfor the
rura poor intheir agricultural operations.

Banking on agood name

Thelack of accessof poor MFI clientsto
formal lendersislargely theresult of lack of
guaranteesand insufficientinformationon
past borrowing performances. With palicy
initiativesfor incorporating therural poorin
peri-urban income strategies asclients of
MFIs, rural households can establish public
reputationsabout credit historiesthrough the
development of credit information sharing
systems, leading to greatly improved access
toformal loansfor good borrowers.

Farm households, prevented from formal
borrowing duetorisksthey areunwillingto
take, may face better prospectsif they are
abletoleveragetheir reputation gained
through asuccessful borrowing history with
an MFI. A bank, convinced of aborrower’s
creditworthiness, should bewillingto offer a
greater degree of insurance against risk
through loan rescheduling in case of shocks.
Whileloansbased on aborrower’sgood
reputation cannot eiminaterisk, they may
substantially weaken this constraint so that
many moresuccessful agricultural lending
contractsare made.

A good reputation isone of thefew assets
to which the poor have equal opportunities.
Thisproject will andyzeingtitutional innova:
tionsthat allow the maximum leveragefrom

agood name, and soincrease social mobility
for the poor. Credit reporting bureaus may
allow policymakersaunique, cost-effective
way to help the poor leveragetheir assets,
including their good name, thus creating a
tool that islikely to be effectiveinincreasing
accessto credit for poor farmers. @
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